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Students' Department
Edited by Seymour Walton
(Assisted by H. A. Finney)

INSTITUTE EXAMINATIONS, NOVEMBER, 1919
In regard to the following attempt to present the correct solutions to the
questions asked in the examination held by the American Institute of Ac
countants in November, 1919, the reader is cautioned against accepting the
solutions as official. They have not been seen by the examiners—still less
endorsed by them.
THEORY AND PRACTICE, PART 2
Answer Questions 1 and 2 and Five Others

Question 1:

A and B trading in partnership decide to admit C as from January 1,
1919.
They agree with C as follows:
C is unable to contribute any tangible assets as his capital investment,
but agrees to allow his share of the profits to be credited to his capital
account until he shall have one-fifth interest. C is to share profits and losses
to the extent of one-fifth.
C is to receive a salary of $3,000 per annum, payable monthly, in addition
to his share of profits.
Balance-sheet of A and B at December 31, 1918, is as follows:
Assets

Liabilities

Cash ..............
Accounts receivable.............
Merchandise.........................
Furniture and fixtures.........
Good will.................................

$1,500 Accounts payable.................
10,000 Capital accounts
7,500
A.......................... $10,000
1,500
B.......................... 5,000
2,500

$23,000

$8,000

15,000
$23,000

During the six months ended June 30, 1919, the business has sustained
unusual losses, and it is decided to dissolve the partnership.
The balance-sheet at that date is as follows:
Assets

Liabilities

Cash ....................................
$500 Accounts payable.................... $12,500
Accounts receivable............. 12,500 Capital accounts
A........................ $10,000
Merchandise ..........................
5,000
B......................... 5,000
Furniture and fixtures.........
1,500
-------- 15,000
Good will.................................
2,500
Deficit

$27,500

Being loss on trading for
six months..................
5,500

$27,500
Accounts receivable were sold for $9,000, the buyer assuming all re
sponsibility for collection and loss, if any.
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Merchandise realized $6,500 and furniture and fixtures $500.
You are asked to make an examination of the accounts from January 1st
and to prepare statements showing the realization of assets, the adjustment
of the partnership accounts and the distribution of the funds.
In your examination you find that C has not drawn his salary for four
months, and that B has advanced to the partnership $2,500 by way of a
temporary loan. These liabilities you find are included in the sum of
$12,500, shown as accounts payable.
C is ascertained to be worthless.
Answer to Question 1:
realization statement

Book value

Cash (already realized) ...
Accounts receivable.......... ...
Furniture and fixtures.......
Good will ...........................

Merchandise .......................

Loss or gain

$500.00
12,500.00
1,500.00
2,500.00

$3,500.00
1,000.00
2,500.00

5,000.00

$7,000.00
1,500.00*

Net result ............................ ... $22,000.00

Cash realized

$500.00
9,000.00
500.00

6,500.00

$16,500.00

$5,500.00

.. $5,500.00
.........................
5,500.00

Loss on trading per balance-sheet....................
Loss on liquidation ...........................................

Total loss to be charged to partners......................................

$11,000.00

As nothing is said as to the ratio in which A and B share their fourfifths of profits and losses, it must be assumed that they share them equally,
two-fifths to each.
C’s unpaid salary would be paid first, after all the creditors had been
satisfied; then B’s loan; and finally any balances remaining at the credit of
any of the partners, provided that, if the capital account of either B or C
has a debit balance when the losses are charged off, the credit for loan or
salary must be offset against it.
If C has a final debit balance, it is a loss to A and B and must be charged
off equally between them.
The following shows the adjustment of the partners’ accounts and the
distribution of the funds:
LIQUIDATION STATEMENT

Total

A cap.

B cap.

B loan

C salary

Creditors

$10,000
4,400

$5,000
4,400

$2,500

$1,000
2,200

$9,0C0
.......

$16,500
C’s account charged
off .......................

$5,600

$600

$2,500

$1,200 Dr. $9,000

600

600

.......

Final balances.......... 16,500
Cash payments.......... 16,500

5,000
5,000

O

Balances before di
$27,500
viding losses..
Total losses. ........... 11,000
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Question 2:

The Pan-American Chemical Company, a New York corporation, owns
a plant in Chile where nitrate of soda is manufactured and shipped to the
United States. The accounts in Chile are kept in the local currency (pesos),
and the following is a summary of the transactions during 1918:
1/1/18 New York remitted by telegraphic transfer $30,000, which real
ized 120,000 pesos.
4/1/18 New Yorkremitted $30,000, realized 150,000 pesos.
7/1/18 New Yorkremitted $30,000, realized 180,000 pesos.
10/1/18 New Yorkremitted $30,000. realized 150,000 pesos.
There was paid in wages for plant construction 120,000 pesos.
There was paid for operating 300,000 pesos.
At December 31, 1918, the unpaid payroll for operating labor amounted
to 60,000 pesos, and one-sixth of the nitrate produced during the year re
mained in inventory.
You may assume that the production, construction and shipments were
spread evenly over the whole twelve months, and that the only element
entering into costs of production and construction in Chile was labor.
The average quoted exchange rates in Chile and New York were as
follows:
1/1/18 to 6/30/18.............................................................3 pesos = $1.00
7/1/18 to 12/31/18.............................................................5 pesos = 1.00
At the close of business 12/31/18 the rate suddenly dropped to 6 pesos =
$1.00.
You are required to show the accounts affected in both pesos and
American dollars and to prepare a trial balance as at 12/31/18, for the
purpose of incorporating the Chilean accounts on the New York books.
Answer to Question 2:
Fixed assets are not affected by variations in exchange after payment is
made for them; they continue to be carried at what they cost originally, as
far as exchange goes. The value of floating assets on hand must be ad
justed in accordance with the rate of exchange prevalent when a statement
is prepared, and the same is true of floating liabilities.
In determining the cost of both construction and operation, the principle
of “first in—first out” is adopted—that is, the items paid for out of the
first remittance are charged at the rate of that remittance until it is ex
hausted; then the second remittance is taken up, and so on.
Cash

Pesos
Pesos
$
$
1/1/18 From H. 0. .30,000 120,000 3/31/18 Operations ...22,500 90,000
Construction.. 7,500 30,000

30,000 120,000

30,000 120,000

4/1/18 From H. 0.. .30,000 150,000 6/30/18 Operations ...18,000 90,000
Construction. . 6,000 30,000
Balance......... 6,000 30,000

30,000 150,000
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$

Cash
Pesos

$
7/1/18 Balance..... 6,00030,000 9/30/18 Operations ... 4,500

7/1/18 FromH. O. .30,000

Pesos

22,500
Construction.. 1,500
7,500
Operations ...11,250 67,500
Construction.. 3,750 22,500
Balance.........15,000 90,000

180,000

36,000 210,000

36,000 210,000

10/1/18 Balance....... 15,000 90,000 12/31/18 Operations ... 5,000 30,000
10/1/18 From H. O. .30,000 150,000
Construction.. 5,000 30,000
Balance ....... 35,000 180,000

45,000 240,000

45,000 240,000

12/31/18 Balance ....35,000 180,000 12/31/18 Exchange to
adjust . 5,000
Balance ....... 30,000 180,000

35,000 180,000

35,ooo 180,000

12/31/18 Balance ....30,000 180,000
If there had been no fall in exchange the balance on hand in pesos would
have been worth $35,000. Owing to the variations in exchange the balance
is worth only $30,000, and an entry must be made in the dollar column only,
to adjust the difference by a charge of $5,000 to exchange account. The
same explanation covers the two other exchange entries.
Wages Payable

$

Pesos

12/31/18 Operations.. 10,000 60,000
$

3/31/18
6/30/18
9/30/18
9/30/18
12/31/18

Cash .........
Cash .........
Cash .........
Cash .........
Cash .........
Wages pay
able .......
Exchange to
adjust ...

Operations
Pesos

22,500 90,000 6/30/18 Shipments .. 50,000 150,000
18,000 90,000 12/31/18 Shipments .. 30,000 150,000
4,500 22,500 12/31/18 Balance .... 10,000 60,000
11,250 67,500
5,000 30,000

10,000 60,000
18,750
90,000 360,000

12/31/18 Balance ... 10,000 60,000
This balance is the inventory of nitrate on hand.
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Construction

3/31/18
6/30/18
9/30/18
9/30/18
12/31/18

Cash
Cash
Cash
Cash
Cash

.........
.........
.........
.........
.........

$
7,500
6,000
1,500
3,750
5,000

Pesos

Pesos
$
30,000 12/31/18 Balance .... 23,750 120,000
30,000
7,500
22,500
30,000

23,750 120,000

23,750 120,000

12/31/18 Balance ... 23,750 120,000
Home Office

6/30/18 Shipments.. 50,000 150,000 1/ 1/18
12/31/18 Shipments.. 30,000 150,000 4/ 1/18
Balance ... 50,000 300,000 7/ 1/18
10/ 1/18
12/31/18

Cash ...........
Cash ...........
Cash ...........
Cash ...........
Exchange to
adjust ....

130,000 600,000

30,000
30,000
30,000
30,000

120,000
150,000
180,000
150,000

10,000

130,000 600,000
12/31/18 Balance....... 50,000 300,000

Exchange

12/31/18 Home office. 10,000
Cash .........
5,000
Balance ... 3,750

12/31/18 Operations... 18,750

18,750

18,750
TRIAL BALANCE

December 31, 1918

Cash ............................................
Wages payable.............................
Inventory, nitrate .......................
Construction ................................
Home office ................................
Exchange ....................................

Dollars.......
30,000
.......
......
10,000
10,000
.......
23,750
.......
....... ........50,000
.......
3,750
63,750

63,750

Pesos
180,000
.......
.......
60,000
60,000
120,000
.......
.......
300,000

360,000

360,000

On the New York books all the items would be reversed, being credit
where the above are debit and debit where these are credit. The dollars
would be in the last, or significant, columns, and the pesos in the first, or
explanatory, columns, and the home office account would be the Chile account.
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Question 3:

If in consolidating the accounts of a holding company and its subsidiary
companies, you find that in the case of one of the subsidiary companies the
holding company owns only 60% of its voting stock, state briefly how you
would treat this subsidiary company’s accounts in the consolidated balancesheet and why your proposed treatment reflects the true financial position
of the combined companies more clearly than other methods with which
you may be familiar.
Answer to Question 3:
When a holding company does not own substantially all the stock of a
subsidiary company, it is usually better to carry the stock of the sub
sidiary as “investment in subsidiary companies controlled.”
The object of a consolidated statement is to show the true condition of
all the companies as one enterprise, by combining the assets and liabilities,
eliminating those inter-company items which are at the same time assets in
one company and liabilities in another company of the combination.
When there are minority stockholders of a subsidiary company, they have
an interest in the assets and share in the liabilities of their company to a
degree proportionate to the amount of stock they hold. The consolidation
is concerned in reality with only its own share of these assets and liabilities.
However, in the ordinary form of a consolidated statement, the consolida
tion is represented as owning all the admitted assets and as owing all the
admitted liabilities, and in addition as being indebted to the minority stock
holders. This plan unduly swells both the assets and the outside liabilities,
for the minority stockholders are outsiders to the combination. When the
ownership of the stock is almost complete, the proportion due to the minority
stockholders is so small that this inflation of debits and credits may be
ignored, especially when the holding company stands ready at any time
to take up the minority stock at book value. But when the minority interest
is large this overstatement becomes more or less misleading.
In the case in question the consolidated balance-sheet should carry the
60% stock at its book value as “investment in subsidiary company con
trolled,” and should also show separately any account due to or from that
company.
Question 4:

From the following comparative balance-sheets of the ABC Company
at December 31, 1917, and December 31, 1918, prepare a short statement
showing the funds realized during the year and the disposition made
thereof:
Dec. 31,1917 Dec. 31,1918

Assets:

Capital assets..................................................
(Replacement values as shown by appraisal
were used at December 31, 1918.)
Inventories.......................................................
Accounts receivable .......................................
Cash ................................................................
Deferred charges............................................
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$600,000.00

$900,000.00

1,000,000.00
850,000.00
200,000.00
20,000.00

1,160,000.00
800,000.00
550,000.00
10,000.00

$2,670,000.00

$3,420,000.00
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Dec. 31,1917 Dec. 31,1918

Liabilities:

Capital stock .................................................. $1,000,000.00
Bonds (issued at par)..........................................................
Capital surplus, representing excess of sound
replacement value of appraisal at Decem
ber 31, 1918, over the book value of capital
assets at that date..............................................................
Bank loans .......................................................
750,000.00
Accounts payable ...........................................
500,000.00
Reserve for depreciation and replacement...
100,000.00
(The reserve at December 31, 1918, repre
sents the difference between the replacement
and sound value of the appraisal at December
31, 1918.)
Surplus............................................................
320,000.00

$1,000,000.00
500,000.00

$2,670,000.00

$3,420,000.00

150,000.00
400,000.00
600,000.00
200,000.00

570,000.00

Note.—The profits for the year were $450,000 and dividends were paid during the
year amounting to $200,000. The sum of $100,000 was charged to operation for depre
ciation during the year, and $50,000 was charged against the reserve for replacements.

Answer to Question 4:

Exhibit A

THE ABC COMPANY
COMPARATIVE BALANCE-SHEETS

Assets

Dec. 31,1917 Dec. 31,1918

Capital assets....... $600,000.00
Inventories ........... 1,000,000.00
Accounts receivable 850,000.00
Cash ..................... 200,000.00
20,000.00
Deferred charges..

Decrease

Increase

$900,000.00
1,160,000.00
800,000.00
550,000.00
10,000.00

50,000.00

$2,670,000.00 $3,420,000.00

$60,000.00

$810,000.00

750,000.00

................

$810,000.00

$810,000.00

Net increase in assets.......................................
Capital, Liabilities and Reserves

Capital stock..........$1,000,000.00 $1,000,000.00
500,000.00
Bonds ........................................
150,000.00
Capital surplus..........................
400,000.00
Bank loans............ 750,000.00
600,000.00
Accounts payable.. 500,000.00
Reserve for de
preciation and re
200,000.00
placements ......... 100,000.00
570,000.00
Surplus ................ 320,000.00

$2,670,000.00 $3,420,000.00
Net increase in capital, liabilities and reserves.

$300,000.00
160,000.00
350,000.00

10,000.00

500,000.00
150,000.00
350,000.00
100,000.00

100,000.00
250,000.00

$350,000.00 $1,100,000.00
750,000.00

................

$1,100,000.00 $1,100,000.00

229

The Journal of Accountancy
Although the capital assets have increased $300,000 during the year, the
statement of application of funds should show only the increase caused by
purchases during the year and not the increase caused by the book entry
adjusting the assets to the appraisal value.

This adjusting entry included a
credit to capital surplus....
$150,000.00
and a credit to the reserve
for depreciation, which may
be computed thus:
Balance at Dec. 31, 1918
(per problem)................
$200,000.00
Consisting of balance at
Dec. 31, 1917..................
$100,000.00
Less debit for replacements
during 1918..................
50,000.00
Balance..................................
$50,000.00
Add depreciation charged to
operations at Dec. 31,1918
100,000.00
Balance before appraisal
adjustment entry.............
150,000.00
Appraisal adjustment credit
to reserve......................................................................
50,000.00
Total credits in appraisal adjustment entry.......................
The debit to the capital assets accounts must therefore have
been $200,000. Now, since the balance after making this
entry was...............................................................................
and since the debit for the appraisal adjustment was.......

$200,000.00
----

The balance before the adjustment must have been..................
Consisting of balance at Dec. 31, 1917...........
$600,000.00
Less replaced assets closed out to reserve.
50,000.00
Net amount ...............................................

$700,000.00

Purchases during 1918.......................................

$150,000.00

THE ABC COMPANY

$900,000.00
200,000.00

550,000.00

Exhibit B

STATEMENT OF APPLICATION OF FUNDS

Year Ended December 31, 1918

Funds provided:
By operating profits:
Net profit................................................
$450,000.00
Add back depreciation charged to opera
tions .............................................
100,000.00
---------------By sale of bonds...........................................
Total funds provided....................................
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500,000.00
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Which were applied as follows:
To payment of dividends.......................................................
$200,000.00
To purchase of capital assets................................................
150,000.00
To net increase in working capital and deferred charges
(exhibit C)................................................................
700,000.00
Total (as above)...............................................................

$1,050,000.00

Schedule of Working Capital and Deferred Charges
Exhibit C
Decrease
Increase
Current assets
Dec. 31,1917 Dec. 31,1918
work. cap.
work. cap.

Inventories ........... $1,000,000.00 $1,160,000.00
800,000.00
Accounts receivable 850,000.00
Cash...................... 200,000.00
550,000.00

Total current as
sets ............. $2,050,000.00

160,000.00

$50,000.00

350,000.00
350,000.00

$2,510,000.00

Current liabilities

Bank loans............ $750,000.00
Accounts payable.. 500,000.00
Total current lia
bilities ........ $1,250,000.00

$400,000.00
600,000.00

350,000.00
100,000.00

$1,000,000.00

Working capital... $800,000.00 $1,510,000.00
Increase in working
capital ....

710,000.00
$860,000.00

$20,000.00

$10,000.00

Increase in working capital....
Less decrease in defer’d charges

$710,000.00
10,000.00

Net increase..............................

$700,000.00

Deferred charges..

$860,000.00

$10,000.00

Summary

Question 5 :

Is there any distinction between the figure shown as ‘‘invested capital”
in a corporation’s excess profits tax return and the capital value upon
which capital stock tax is calculated ?
Answer to Question 5:

There is a very decided distinction between the figures shown as in
vested capital in the excess profits tax return of a corporation and the capital
value upon which the capital stock tax is calculated. In fact, these figures
have nothing whatever in common. The treasury department states: “As
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the invested capital is based upon the actual investment of the stockholders
in the corporation, irrespective of the present value of its assets, and in
the case of the capital stock tax the fair value looks to the present value
of the corporation’s assets, irrespective of the amount of the investment
of the stockholders therein, the amount determined as the fair value of the
capital stock for the purpose of the capital stock tax can have no bearing
upon the determination of invested capital.” Both these terms, being
used in taxing statutes, must be interpreted in the way in which they are
employed by the legislative body and subject to any express limitations,
qualifications or definitions enacted by the legislative body. The computa
tion of the capital stock tax is based upon “the fair average value of its
capital stock for the preceding year ending June 30.” Since the statute
does not purport to define “fair average value” these words must be defined
with reference to their common meaning, and elements of fair value must
of course be considered, with reference to the stated time. Cost is not
always the same as value but is evidence of value. Value implies not only
the amount of money equivalent in ordinary circumstances, but also the
possibility of realizing a money equivalent in the future. Thus present
value must be increased or reduced in view of the expectation of a future
value greater or smaller than the amount which could be realized at present.
Since the stock represents the ultimate ownership of all the property of the
corporation, the value of the stock will depend upon the present value of all
the assets of the corporation. Since the stock represents the right to receive
the profits earned by the corporation, the value of the stock will reflect the
possibility of profits in the business of the corporation. Therefore, the
fair average value of the stock must be estimated after a consideration of
the present fair value of the assets of the corporation, which may be more
or less than cost, and must include all assets whether carried on the books or
not. It must also reflect a consideration of the price of the stock fixed by
buyers and sellers in transfers actually made during the time in question
and of the income-producing possibilities of the stock, as indicated by
earnings of the company in the past and the probability of earnings in the
future. All these factors must of course be considered in relation to the
average for the preceding year ending June 30th. None of these questions
of value is involved in the question of invested capital.
On the other hand, the statute attempts to define the invested capital
by specifying exactly what shall be included and what shall be excluded.
Therefore the common meaning of the words “invested capital” is not at
all material, but general principles and ordinary standards may be employed
only to interpret the words used in the statutory limitations and to explain
deficiencies, omissions for ambiguities in the statutory provisions. Not to
refer to the limitations specifically, it may be stated that the statute pro
vides in general that the invested capital consists of money or money
equivalent actually invested in the business of the corporation by the stock
holders, together with amounts earned in the business and distributable to
the stockholders but allowed by them to remain employed in the business.
This general statement is subject to limitations with respect to the rela
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tive amount of certain kinds of money-equivalent (intangible property)
paid in by the stockholders, and subject further to the restrictions with
respect to the employment of the invested capital during the taxable year
in certain assets described as inadmissible. It will be seen that this definition
refers to the acquisition of capital and has no reference to present values
of any property, which is the characteristic feature of the value used for
the capital stock tax.
The invested capital involves the value of property only as to property
invested in the business by the stockholders instead of money, and conse
quently the money value at the time of the investment determines the extent
to which such property should represent invested capital. It is, however,
possible that the determination of accumulated profits may involve property
valuation. Here the general principles apply, to the effect that profits are
not earned unless adequate provision has been made for the disappearing
value of property which is being exhausted in the business, and that a mere
increase in the value of property is not a profit until it has been realized.
The fact that intangible property may be included in the invested capital
only to an amount arbitrarily fixed by the statute with reference to the par
value of outstanding capital stock may result in a great discrepancy between
the invested capital and the value of the property invested in the business,
even as of the time of the investment. It is obvious that the difference
between the time considered in fixing the invested capital and the specified
period for fixing the value of the shares of stock is apt to result in dis
crepancies even more substantial. (Answered by Kixmiller & Baar, counsel
for Commerce Clearing House.)
Question 6:

In setting up the balance-sheet of a corporation which has an issue of
100,000 shares of stock of no par value, but a stated value of $5 a share,
and an excess of assets over liabilities of $1,500,000, how would you show
the capital on the balance-sheet?
Answer to Question 6:

“Stated value” means the value at which the stock was issued. Since
this value is $5 a share the stated capital is $500,000. The net worth being
$1,500,000 there must be $1,000,000 of earned profits left in the business—
in other words, there is a surplus of that amount. This surplus is additional
capital and could be transferred to the credit of capital stock. The objection
to doing this by an actual entry is that it would then become permanent
fixed capital, and the fact that it is earned instead of being paid in would
be overlooked. It is therefore better to show the capital as two items, thus:

Capital:
Capital stock (no par value), 100,000 shares
issued at ................................................
Surplus accumulated from profits................
Total capital...........................................
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Question 7:

State how you would show on the balance-sheet, if at all, consigned goods
held for account of a principal.
Answer to Question 7:

As a consignee has no title to the goods consigned to him, he cannot
include them among his assets, and as he does not owe anything to the con
signor until the goods are sold, there is no item to be included in his lia
bilities. Therefore there is no reason for the appearance of unsold consign
ments on the balance-sheet in any way.
If advances have been made or expenses paid on account of any consign
ments, the amount would appear as an asset in the balance-sheet under the
title “advances on consignments.”
Question 8:

In which section of the balance-sheet and in what order would you show
the following items: wages, accounts payable, taxes, notes payable, interest
accrued payable?
Answer to Question 8:

It is assumed that wages and taxes are both accrued accounts payable,
not yet due.
All the items are current liabilities and would appear on the balancesheet as follows:
Current liabilities:
Notes payable..............................................................
Accounts payable .........................................................
Accrued taxes .............................................................
Accrued interest .........................................................
Accrued wages ............................................................

xxx
xxx
xxx
xxx
xxx

xxx

Question 9:

Would you advise showing profits for prospectus purposes before or after
deducting war profits and income taxes ? State your reasons briefly.
Answer to Question 9:

Before deducting the taxes. The taxes do not affect the profits of the
business as an operating enterprise. The theory is that a business makes
certain profits from its normal operations and then shares those profits with
the government in return for the benefits conferred by the government.
Real estate and personal property taxes are payable whether a concern does
or does not make profits, but war profits and income taxes are payable only
in case there are profits out of which they can be paid. A prospective in
vestor knows that if the taxes are heavy it must be that the profits are cor
respondingly large, and that he will get his share in any event.
Bonus to Salesmen

Editor, Students' Department:
Sir : Would you kindly favor me with your opinion as to the solution
of the following problem given in the June, 1919, C. P. A. examination
(New York) in practical accounting?
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“The president of a corporation engaged four salesmen on a salary and
profit-sharing basis. To one he gave 40% of the profits, to the other three
20% each. The profits of the corporation were $102,608.18. Show pro
portion of profits payable to each salesman.”
Inasmuch as the profit-sharing basis is not given in the problem can you
point out anything further that can be submitted in answer, but the simple
proportions of 40-20-20-20 of $102,608.18?
Your reply will be very much appreciated.
Very truly yours,
H. K.
Contracts with employees giving them a certain percentage of the profits
are subject to either of two interpretations. If they are considered division
of profits they are calculated on the net profits as they appear before the
bonus is deducted. If they are to be treated as salary, they must be based
on the net profits after they have been deducted.
In the case in point they could scarcely have been intended to be part of
the disposition of profits, since they amount to 100%, so that the four
salesmen would receive all the profits, however large, and the stockholders
would get nothing. On this basis, also, if there had been a fifth salesman
included, the profits divided would be greater than those earned.
If considered salaries the profits as shown would be the actual net
profits plus 100% to be given as bonus salaries. That is, $102,608.18 would
be 200% of the net profits. Then the net profits would be 100%, or

$51,304.09
Of this the first salesman would get 40%.... $20,521.64
The second would get 20%...............................
10,260.82
The third would get 20%................................
10,260.82
The fourth would get 20%...............................
10,260.81

and there would be left net profits of.............

$51,304.09
51,304.09
$102,608.18

Contracts of this kind should always specify exactly how they are to
be construed, whether as division of profits or as expense in the form of
additional salaries.

Another Bonus Case
Editor, Students’ Department:

Sir : May I presume on your kindness to ask you to let me know what
is the correct way to handle income and excess profit tax payments in a
case like the following, at the same time giving the reasons for so treating
the charge?
A corporation makes a contract with an employee to pay him a salary of,
say, $100.00 a month, plus 5% of the net profits up to $8,500, plus 50%
of the net profits in excess of $8,500.00.
The income and profits tax, we will say, is $1,800.00 and the net profit
(income tax $1,800.00 being first deducted) is $12,000.00 for the year 1918.
Is that employee’s bonus computed on $12,000 or on $13,800?
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As the auditor of this company I was called upon to determine his
bonus, and I computed it on $12,000.00, that is 5% of $8,500.00.
Plus 50% of $3,500....... .....................................

$425.00
1,750.00

Total ...........................................................................................

$2,175.00

He claims that the profits are $13,800.00, and he is suing the company for
a settlement on that basis. He is suing on the opinion of a C. P. A., who
claims that income and excess profit taxes are not deductible from profits,
or, what amounts to the same thing, do not affect profits.
As there can be two honest opinions on the subject totally at variance
and by members of the same association, the American Institute of Ac
countants, I would appreciate it very much to have your official opinion on
this point.
I find at least six New Orleans members of your association who think
as I do.
Thanking you in advance for your reply, I beg to remain,
Yours respectfully,
R. J. D.
Your letter states a problem that cannot be solved without a knowledge
of the intentions of the parties when they made the contract.
The question hinges on the point of what the additional remuneration
to the employee was considered to be. It might have been a disposition of
profits, as you have treated it, or it might have been a salary based on the
success of the year’s business.
Your letter says “a salary of $100 a month plus 5%, etc.,” which dis
tinctly treats both the bonuses as part of the salary. If this were so, the
total amount paid the employee would have been an expense of operation,
and as such would have reduced the profits and therefore the income tax.
This is the logical interpretation of the contract, as an employee, as such,
has no claim on the net profits but may have a salary that is measured by
the profits that he has helped to make. If this is the case, his bonus must
be deducted before the tax is found, and at the same time the tax must
first be deducted before his bonus is fixed. How that is done was shown
in this department in the May, 1919, issue.
As it seems to have been agreed that the bonus is a disposition of profits,
the only question to be answered is whether or not the tax is an expense
to be deducted before the bonus is calculated. In my opinion there is no
doubt about it. If it is not an expense it must be an asset. An expenditure
of money must be one or the other.
Again, if the tax is not an expense, the net profits of the year would
be $13,800. Suppose that there were no question of a bonus or any further
expense, and that the surplus had an old balance of $1,200, making the
new balance $15,000? Does any one claim that the company could declare
a dividend of $15,000? But if provision for the tax of $1,800 must be made
before the profits are divided among the stockholders, how can it be ignored
before the profits are divided with the employee? It would be interesting
to know how the experts for the employee will answer that question.
Viewing the bonus as a disposition of profits, I am of the opinion that
your treatment of the case was correct.
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